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ibs the concept of cost, money is the first and the most 
popular association, but it is not the fundamental factor 
involved. In the cost of social security, there are two sig- 
nificant aspects. One is the inital cost, which is the tax levy. 
The other is the payment of benefits, or ultimate cost. 
Therefore, to reckon with the whole, it is necessary to 
determine who pays for it first avd last. Who pays the 
initial cost is the incidence of the tax. Who pays for the 
ultimate benefits is the real cost burden. 

It is peculiarly fitting that pause for cost consideration 
be taken at this time when Britain has just embarked on 
her cradle-to-grave, in-sickness-and-health, security program. 
July 1, 1948 was the effective date for British promises to 
pay her men, women, and children the most comprehensive 
social security benefits in the world—and this on the verge 
of an almost admitted bankruptcy of her empire. 

However, it is not only the new British experiment 
which renders attention to social security costs a timely 
chore. Over the past several years our own legislatures and 
public have been primed for far-reaching amendments to 
social security law. Although the 80th Congress dealt with 
major proposals only by avoidance, a certain amount of 
excitment was generated by legislation on limited points: 

1. Increased coverage for old-age and survivors insur- 
ance by way of Treasury ruling, which was defeated ; 

2. Increased benefits, which were provided for railroad 
retirement ; 

3. Tax rates and mounting reserves, the relationship of 
which was adjusted by cutting railroad unemployment taxes 
and allowing for increase again only when reserve funds 
were substantially reduced. 

Postponement of more inclusive proposals was no doubt 
lne to the priority of tax reduction, foreign aid, and de- 
fense. However, the 81st Congress will probably face the 
issue of more comprehensive social security. What, then, 





are some of the popular notions as well as the basic aspects 
of cost which should be reviewed ? 

First, the obvious evidence of cost is the tax on employers 
and/or employees. The payroll tak’ o£ 2% of the first 
$3,000 of taxable wages for old-age and ‘survivors insur- 
ance, and the tax of 1114% on the first $3,600 for rail- 
road retirement, are both equally shared by employer and 
employee. Unemployment taxes, except in a few states, 
are levied only on the employer. The unemployment tax 
rates vary because of state merit rating plans, but average 
somewhat under 2% of the first $3,000 of taxable wages. 
The railroad unemployment tax, levied only on employers, 
has been 3% of the first $3,600 of wages, but is now cut 
to one-half of 1% until the trust fund reaches a specified 
minimum. 

Recent receipts from these various taxes, totalled for 
the programs they represent, are as follows: 


Tax Receipts from Social Insurances 
Fiscal Years 1947, 1948 


(Millions) 
ae Program 1947 1948 
Old-Age and Survivors Insurance ...... $1,459 $1,616 
Unemployment Compensation ............ 1,190 1,215 
Railroad Retirement ..............:..c.c00c000+ 380 557 
Railroad Unemployment .................00++. 142 146 
y , NR eae ann $3,534 


$3,171 








Source: Compiled from Daily Treasury Statement, June 30, 1948. 


Three billion a year is a sizeable tax take. It is, in fact, 
far more than current benefit payments require. But income 
has exceeded outgo regularly since the inception of the 
system, and will continue to do so even in the near future. 
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These annual excesses, held in reserve in government trust 
accounts, have now accumulated to $19 billion, They will 
continue to mount. But, unless tax rates are adjusted con- 
siderably upward, at some date in the future variously 
estimated by different actuarial attempts, this trend will 
stop and reverse itself. Outgo will exceed income. This is 
when general funds will be required to contribute to the 
payment of benefits, if benefit commitments are to be 
honored. in the case of oid-age and survivors insurance, 
there is already a little-publicized, federal provision for 
such a subsidy.! 

This eventual need points up a popular misconception 
about social security costs. Because the term ‘‘insurance”’ 
automatically suggests a determinable statistical relationship 
between premium payments and benefits payable, it has 
been erroneously assumed that social security taxes will 
meet all ultimate costs, and that rate adjustments of 14% 
or so will meet the cost of increased coverage and expanded 
benefits. Nothing could be further from the truth. 

Economists generally agree that the actuarial principles of 
genuine insurance do not apply to social insurance. Nor is 
there any need for the technical masquerading of cost facts 
by attempted actuarial adjustment of tax rates to benefits. 
First, the taxing power makes it unnecessary for a nation 
to insure itself on an actuarial basis. Any deficit between 
contributions and cost of benefits can be made up by taxing, 
or borrowing. Second, it is not really possible for a nation 
to insure itself. In private insurance, investment of the 
reserve protects and maintains the funds received as pre- 
miums on a self-supporting basis. The government cannot 
invest in itself except in a bookkeeping sense, by borrow- 
ing from one set of tax collections and “repaying” out of 
another. Except for certain public enterprises, the source 
of all income for government is taxes. The only way it can 
“invest’’ social security taxes is to use them for general 
purposes, leave its bonds as IOU’s in the trust fund, and 
whenever repayment is necessary, tax the people not only 
for the borrowed amount “‘invested’’—but for the interest, 
too. 

There are, nevertheless, advantages in keeping a close 
relationship between payroll taxes and benefit payments. 
These taxes have proved a ready source of revenue for the 
purpose. There is a psychological value to a tax as a re- 
minder of the existence and cost of government. Also, it is 
worthwhile to have the beneficiary feel he has contributed 
to his benefits, even though he may receive far more than 
he has “actuarially” paid for. Furthermore, although there 
is little likelihood that any Congress would void the system, 
the participation of employer and employee does create 
certain political protection for future commitments. Another 
value ts the possibility that the mounting costs of the pro- 
gram will call attention to government spending tenden- 
cies in general. Since the government cannot hold cash in 
the trust funds, these tax collections must be used for 
general purposes or debt retirement, and an enormously 


* Section 902, Revenue Act of 194? 


large so-called reserve would be morse apt to tempt the 
spending, rather than the retrenching proclivities of Con- 
gress. Any brake to check easy-come, easy-go tendencies 
would be constructive, and if simulation of actuarial bal- 
ance will do it, it is an argument in favor of the effort. 

A second area of public concern and some misunder- 
standing in regard to social security costs is the question 
of purchasing power. This is not at heart a problem ot 
social insurance, but one of public finance and general 
economics. It is true, however, that the purchasing power 
of a given individual who has a predetermined and fixed 
income, is reduced under inflationary circumstances. That 
is one of the causes of current pressure that increased 
benefits be paid now. A certain increase of benefits later 
will automatically accrue because of inflated wages now. 
However, the immediate and practical answer to a decrease 
of individual purchasing power because of fixed social in- 
surance benefits, is the same as the answer to any individual 
case of need due to deficient income. Here is one of the 
reasons not only for the existence of public assistance, but 
for its steadily mounting costs under current conditions of 
full employment. This is an ironic factor in the workings 
of a system originally intended to cut into, if not render 
insignificant, the outright relief burden. And it brings up 
an issue, too Jengthy for discussion here, concerning the 
basic nature of social security and the manner consequently 
best suited to its implementation. 

It is, however, the overall question of purchasing power 
which is least apt to be recognized in its true light. When 
social security taxes exceed benefits, there is no stimulus 
to overall purchasing power in the benefits paid. It is 
merely a transfer of the buying power from the taxpaying 
workers to the government, in the amount of the taxes. 
There is a deflationary effect, however, if the excess of 
taxes collected is used to reduce bank-held debt, as is 
currently the case. However, when benefits in total exceed 
the payroll taxes collected, the effect will depend on how 
the deficit is financed. To the extent that general taxes 
supply the deficit, there will be again only a transfer or 
purchasing power, through the hands of government from 
the taxpayers in general to the beneficiaries. But, if the 
deficit is made up by government borrowing from the 
banks, there is corresponding expansion of credit and 
hence, inflationary results. Whenever this debt is redeemed 
by general taxes or, because of an excess of payroll taxes, 
transferred into special non-marketable issues held in the 
trust funds, then again there will be a deflationary tendency. 

With these aspects of cost reviewed, who then pays for 
social security? Where does the initial burden of the taxes, 
as such, fall; and where is the ultimate burden ? 


There are various opinions as to the incidence of the pay- 
roll taxes, but little scientific analysis or empirical evidence 
on any particular point. Some economists have evidently 
even considered the enforced levy a “‘contribution,”’ rather 
than a tax. The whole question seems somewhat of a theo- 
retical free-for-all. However, one point of agreement ‘5 
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that the tax on employees is not shifted. And, by a process 
of elimination, a certain concensus develops that payroll 


taxes on employers, too, are in the long run borne by the 
wage earners. 


This conclusion is arrived at by two somewhat different 
lines of reasoning. The first, represented by economists 
writing on social security in the late twenties and thirties, 
posits that the burden is essentially on wage-earners through 
the indirect effects of lessening employment and wage 
rates.” Elasticity of demand for the product, flexibility of 
production and marketing factors, demand and supply of 
labor in various occupations, will all affect the degree and 
mmediateness of shifting. To the extent that this effect is 
delayed or prevented, absorption by the employer will 

cur and some burden will fall on profits and ownership. 


This burden on profits is held by economists to be of 
:inor importance, and its degree, small, although it is more 
readily acceded in regard to marginal and submarginal 
oncerns. However, the business accounting outlook is likely 
to differ from the economic view, and employers themselves 
are prone to feel they are shouldering most of the tax bur- 
den. This was indicated, for example, by a questionnaire 
study made in 1939 by the New York Credit Men's Asso- 
ciation. Although only a fraction of the membership te- 
plied, only 14% of those responding said they added the 
tax cost to the price of merchandise; whereas 84% reported 
the cost was absorbed. 


The concept of shifting the tax to the consumer by way 
of price has been given much attention recently* and is the 
essence of the second line of reasoning which concludes 
that the payroll taxes are an ultimate burden on wages. 
This view stems essentially from the modern system of busi- 
ness accounting; for, price fixing on the basis of cost tends 
to classify, attempt recovery of, and thereby transfer taxes 
with other costs into the price. The premise is, of course, that 
the tax zs a cost. Meriam says the payroll tax “becomes an 
inescapable part of labor costs, and thus . . . it has the same 
effect as an increase in . . . wages.”® Another writer calls 
them outright “operating-cost taxes.’ As a cost then, the 

must be reflected in price, and recovered, otherwise 
business failures and the impairment of capital result. 


An example of this thesis is life-insurance, where there 
are strict legal requirements that premiums be actuarially 
equated against all costs. Obviously the consumer bears the 
tax burden in this case. Regulated industries, where prices 
are fixed to give a certain profit above cost are further 
illustrations. As one writer said in regard to the railroad 
inemployment tax, ‘This money comes from only one sub- 


? Carl Shoup, Committee on Social Security of the Social Science Research 


Council. The Prospects for a Study of the Economic Effects of Payroll Taxes, 


‘941. See Section VI, “Review of Work Already Done... 
* Ibid. Responses to questionnaires are reproduced in Appendix E. 
_ “See Lewis Meriam, Relief and Social Security, The Brookings Institution, 
946. Chapter XXVIII; and, Harley L. Lutz, Public Finance, Appleton 
ntury 4th Ed., 1947, Chapter XVIII. 
5 Op. cit., p. 692. 
aa G, Matt, Money, Debt and Economic Activity, Prentice-Hall Inc., 
1948, p. 241. 
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stantial source, the rates and fares paid by the public.”7 A 
further example is provided in a study of the relative over- 
all tax costs of certain manufacturing industry in New 
York City as compared to similar types of business in com- 
parable cities. This study was made before New York state 
had an experience-rating provision in its unemployment 
compensation system, and one of its major findings was:8 
. . . differences among the states in payroll taxes to 
finance unemployment compensation, in effect, control 
the comparative tax standing of each city, as a place in 
which to do business. 

. it is apparent that the competitive position of 
manutacturers in New York . . . may be handicapped 
as against employers in the six other cities under study, 
where experience rating is in effect. 

Thus, as indicated, circumstances permit three possi- 
bilities: 

i. The employer absorbs the tax; the’ burden is on 
profits. 

2. The tax is shifted to the employee in decreased em- 
ployment and wages; the burden is on labor. 

3. The tax is transferred to and recovered in the price; 
the burden is on consumer spending. 


The most strongly held views are the last two. And 
they are the same in effect: for in the overall sense, the 
wage-earner #5 the consumer, or p*ovides for the consumer. 
Therefore, regardless of theoretical approach, the major 
conclusion is that the wage-earner bears the burden of the 
social security taxes. 

Now where does the ultimate burden lie? 

It is obvious, of course, that taxes come out of current 
income or product. The immediate impact of the personal 
income tax testifies to that. However, despite difficulty of 
recognition and mistaken assumptions as to the “future’’ 
aspect of cost, the ultimate or final payment for social 
security also comes out of current product. 

Benefits, like taxes, are current obligations, whether it 
be 1948 or 1998. No taxes paid in 1948 are going to pro- 
vide benefits in 1998, When payroll taxes exceed benefit 
payments only the part which meets the requirements of 
current benefits will actually be paying for social security. 
The rest will be used for other purposes, and a pledge 
to repay, which means more taxes later, will be all that 
marks the spot where excess tax collection took place. On 
the other hand, when benefit payments equal or exceed 
current payroll taxes, there will be an overall economic 
balance of give and take out of current product-—regard- 
less of whether special payroll taxes suffice or there is a 
government contribution from general funds. Of course 
there will be an imbalance of burden between classes of 
taxpayers. For example, if benefits are limited to a section 

T Julius H. Parmelee, ‘‘The Tax Rate in Railroad Unemployment Insur 
ance’, American Economic Security, Chamber of Cornmerce of the United 
States, May 1948, p. 30. 

8 Harley L. Lutz, Report on Relative Tax Costs Within Seven Selected 


Cities for Three Groups of Manufacturing Industries, September 1944, 
pp. 4, 75. 
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f the people, the potential beneficiaries gain somewhat at 
the expense of the tax-bearing non-beneficiaries. Universal 
coverage would tend to equalize burdens and advantages, 
but would not effect any basic readjustment of burden. 

By and large, the mass of workers must meet the cost 
from current product. Neither an excess of bookkeeping 
IOU’s, nor the taxing power of the nation can provide 
more food, shelter and clothing for the beneficiaries of 
any generation than the workers of that generation produce 
and are willing to share. It is only the hogs and corn, 
houses and cloth produced at any given time, which can 
provide either our own or our grandchildren’s security. In 
the economic sense only current product pays for anything. 
There is no storing up of acorns. 

But cost-payments for social security comprise only one 
of the current demands on product. And the amount which 
can be given over to it is naturally subject to the various 
priorities and limitations that determine al] distributive 
shares within the total. How large the share can be is the 
only real “budgetary’’ problem in regard to social security. 

This potential is being influenced by more and more 
factors. In the first place there is a general trend toward 
greater public responsibility for individual and family se- 
curity. Also the increasing commitments and revenue 
requirements of generally expanding government eat into 
the product of the private sector of the economy. A second 
area of influence is the changing pattern of population 
growth: the increasing number of the aged, and the decreas- 
ing ratio of the prime-producer age groups (20 to 44) 
to the non-producer age groups. Not only is there an in- 
creasing proportion of dependents in our own population; 
there are greatly enlarged segments of world population 
which are not producing sufficiently for themselves and 
look to the United States for various forms of assistance. 
These factors are all a drain upon the national product. 
There are also forces at work which reduce the aggregate 
as well as the relative amount of product. For example, 
public ‘make-work’ projects do not always contribute the 
product equivalent of their cost. The continuance of ex- 
cessive taxation has a negative effect on investment and 
production. Certain labor practices limit output. 

If the entire question of soctal security were to be strip- 
ped down to one fundamental, it would involve the pro- 
duction, rather than the distribution, of goods and services. 
Economic security is short-sightedly thought of as a matter 
of sharing the wealth. The social security system is essen- 
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tially a distributive mechanism, whereas the real answer to 
security is production. As a writer of popularized economics 
clearly explains it: 


The problem of distribution, on which all the stress 
is being put today, is after all more easily solved the 
more there is to distribute. 
The New England Letter ties this point specifically to 
social security :!° 


What is lost sight of is that our living standards de- 
pend upon the productive energies of workers . 
This is clearly understood in a primitive society where 
a family either provides for its own wants or starves. 
But in our modern and complex exchange economy, 
there is so much confusion as to the source of income 
and wealth that a large proportion of the people are 
under the illusion that by some push-button technique 
the Government can provide . . . and guarantee se- 
curity without individuals earning their passage. 
But there has always been and there will always be a certain 
burden upon the workers for those who do not earn their 
own passage. From the Elizabethan Poor Laws down to the 
present Social Security Act, relief for the needy has been 
a community obligation. A certain socialization of product, 
such as is always present in tax-supported government serv- 
ices, is therefore to be expected. However, it is necessarily 
and essentially limited. 

In summary, then, the cost of social security, whether 
in initial tax payments, or in the sense of the ultimate dis- 
charge of obligations, constitutes a demand upon current 
product. As such the burden falls on the producers at large, 
and is determined not only by the extent of total output 
at any given time, but by the ability and willingness of 
hose who do produce to share with those who do not. 

The road to real social security is not through the legis- 
lative halls. If there is one answer to all things, it is prob- 
ably work. And that is surely the way to security. As Pro- 
fessor Groves has effectively and axiomatically stated it:" 

In these days of much paternalism and statism, when 
a full stomach for all, however attained, is so fre- 
quently exalted as the end product of reform, it is 
well to recall that it is better to help an individual 
help himself than only to help an individual. 
® Henry Hazlitt, Economics in One Lesson, Harper & Bros., 1946, p. 70 
10 First National Bank of Boston, May 31, 1948. 


11 Harold M. Groves, Trouble Spots in Taxation, Princeton University 
Press, 1948, p. 31. 


























